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The Citizens Utility Board (‘CUB”), through its attorney, hereby submits its Initial Brief in 

the above-captioned proceeding in accordance with the schedule established by the Hearing 

Examiners. 

I. SUMMARY OF THFa CASE/CUB POSITION 

When the Commission initiated alternative regulation for Ameritech Illinois (“AI’, “IBT” 

or the Company”) in 1994, it repeatedly recognized the experimental nature of the price cap plan 

it approved. While the 1994 Order expressed confidence that the Commission was correct in its 
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decision to adopt a price cap plan for AI in order to transition the Company and ratepayers to a 

more competitive marketplace, it also acknowledged the fact that “uncertainty always 

accompanies change”, and that, as such, the new regulatory plan “must be carefUlly monitored to 

ensure that its intended results are realized.“’ 

The Commission’s “intended results” included unleashing the Company from the regulatory 

constraints of rate of return regulation in order to encourage efficiency and innovation in 

preparation for the arrival of competition to the local service market. At the same time, the 

Commission concluded, ratepayers would reap the benefits of the Company’s increased 

productivity through annual rate decreases, without having to pay for new investments or bear 

the risk that accompany increased innovation. 

Nearly seven years later, the record evidence demonstrates that the Commission’s admirable 

goals for AI’s price cap plan have failed in most respects. While the Company has enjoyed 

staggeringly high earnings levels, approximating 43.08% in 1999, monopoly customers have 

endured sharp declines in critical service quality areas, nominal rate decreases in some 

noncompetitive services and some rate increases in basic residential service. Time and Company 

actions have revealed that the existing price cap plan includes perverse incentives for AI to 1) 

reclassify noncompetitive services as competitive when in fact no price-constraining competition 

exists for those services, 2) increase the rates for many of these reclassified services, and 3) 

permit Company investment in the network and monopoly service operations to stagnate to the 

point where AI’s service quality in critical categories has significantly declined. 

Despite the Company sky-high profit levels and declining service quality, AI stands before 

the Commission in this docket seeking a substantial rate increase in the cost ofresidential 

network access lines, Gze monopoly service least subject to price elasticities and competitive 

’ Pi-ice Cap Order at 20 
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pressures. The Company’s “rate rebalancing” proposal requests that the price of all residential 

access lines be increased by $2.00 per month to offset Commission-ordered decreases in carrier 

access charges. In addition, the Company seeks to increase the pricing flexibility provisions of 

the plan, thereby permitting substantial increases in the price of residential service, recover any 

lost revenues associated with any Commission-ordered rate change through the exogenous 

treatment factor in the price cap formula, and reduce the already ineffective productivity factor in 

the formula that has helped fuel the Company’s attainment of earnings that would be labeled 

excessive by any standards. As discussed below, Company witnesses have even testified that 

raising the rates of its residential customers will aid in the development of competition. Given 

the General Assembly’s goal of ensuring for the People of the State of Illinois that “the 

economic benefits of competition” are realized’, and the requirement that rates under an 

alternative regulatory plan shall be “fair, just and reasonable”‘, this AI regulatory precept can 

only be described as skewed. 

Before the Commission approves any alternative regulatory plan for Ameritech Illinois, the 

Commission must demonstrate that the plan is in the public interest, and produces “fair, just and 

reasonable” under Section 13-506.1@)(l) and (2) of the Act. In recognition of these statutory 

requirements, and within the context of the Commission’s review of the AI price cap plan, CUB 

and the Attorney General filed a complaint for rate reduction against Ameritech Illinois. The 

CUB/AG Complaint cites the evidence presented by Governmental and Consumer Intervener 

(“GCI”)/City of Chicago witnesses Ralph Smith and William Dunkel that shows that AI’s rates 

should be reduced by $956 million to be at just and reasonable levels. As discussed t%rther in 

Part V of this Brief, Mr. Smith concluded that AI’s noncompetitive and competitive local 

3 
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exchange service revenues and rates are unjust and unreasonable, and need to be reduced to just 

and reasonable levels based upon a review of AI’s most recent intrastate operating results for the 

1999 test year, the various testimony and exhibits sponsored by AI witnesses in this docket and 

scores of specific data request responses. CUB/AG Complaint at 5. Moreover, GCI witness 

Dunkel demonstrated that a $1.30 reduction in the network access lines for both residential and 

business customers would still cover the entire network access line costs, including all loop 

costs. IBT’s request to “rebalance” rates should be rejected, and the rate reductions 

recommended by GCI witness Dunkel should be adopted. 

Finally, GWCity witnesses Charlotte TerKeurst and Lee Selwyn provide specific 

recommendations to the Commission designed to rectify the deficient aspects of the price cap 

formula - namely the woefully inadequate service quality penalty provision and the insufficient 

productivity factor. Specifically, Ms. TerKeurst calls for the establishment of additional service 

quality benchmarks, a stricter penalty provision designed to incent the Company to fix existing 

service quality problems and customer-specific remedies that compensate customers who are 

personally affected by AI’s inadequate service quality performance. Dr. Selwyn proposes that 

the Commission increase the existing 4.3% productivity factor to 6.5%, coinciding with the 

FCC’s approval of such a level. 

Unless these and other recommendations made by the GCXity witnesses are implemented, 

CUE3 urges the Commission to terminate the price cap plan and return Ameritech Illinois to rate 

of return regulation, 
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II. REVIEW OF THE ALTERNATIVE REGULATORY PLAN 

A. Scope of the Review Proceeding 

This docket represents the Commission’s first review of an alternative regulatory plan for 

a telecommunications carrier in Illinois, and more specifically the first assessment of the price cap 

plan approved for Ameritech Illinois in October of 1994. Since that time, AI’s noncompetitive 

service rates have been established according to an annually adjusted price cap formula or index 

that reflects the offsetting impact of inflation and productivity gains on AI operations. The 

formula also reflects an offset for failed service quality performance and exogenous revenue 

changes that comply with specific, Commission-developed criteria. The AI price cap formula is 

set forth as: PC1 = Gross Domestic Product Price Index (GDPPI) minus 4.3% for a productivity 

offset, minus 0.25% for each missed service quality benchmark, +/- a possible Commission- 

approved exogenous change factor.4 

The decision to incorporate a review of the AI price cap plan five years after its inception 

was an integral component of the 1994 order.’ In doing so, the Commission in effect 

acknowledged what it clearly pronounced in the Order: that “uncertainty always accompanies 

change.” Id. at 20. As such, the Commission concluded: 

Id. 

.any alternative form of regulation must be carefully monitored to 
ensure that its intended effects are being realized. 

Both Section 13-506.1 of the Act, which grants the Commission the authority to approve 

alternative forms of regulation for telecommunications carriers, and the Commission’s 1994 

Price Cap Order, which primarily references Section 13-506.1 as the framework for the 

4 An approved exogenous change is calculated as the ratio of the amount of the exogenous change to the total 
company revenues for the period in which the change occurred. Price Cap Order at Appendix A, p. 5. 
5 & Price Cap Order at 94-95. 
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regulatory goals of the plan, outline the appropriate parameters for the Commission’s review of 

the existing AI price cap plan and the directives to be followed in determining whether or not to 

continue the plan. At issue in this docket is whether the plan as designed in 1994 has performed 

in accordance with both the statutory goals outlined in the Act and the regulatory goals 

delineated in the 1994 Price Cap Order. Along with determining whether the existing plan has 

met these goals and directives, the Commission must also consider whether a new, modified 

alternative regulatory plan should be adopted, or whether AI should return to rate of return 

regulation. 

On a going-forward basis, the Commission’s determination of whether the AI price cap 

plan should be continued, replaced with a different plan or scrapped in favor of rate of return 

regulation is, as the initial assessment of alternative regulation was, proscribed by the directives 

of Section 13-506.1 of the Act. Thus, in addition to the public policy goals declared in Section 

13-103, the Commission must consider, in determining the appropriateness of any proposed 

alternative form of regulation, whether it will: 

(1) reduce regulatory delay and costs over time; 
(2) encourage innovation in services; 
(3) promote efficiency; 
(4) facilitate the broad dissemination of technical improvements to all classes of ratepayers; 
(5) enhance economic development of the State; and 
(6) provide for fair, just, and reasonable rates. 

220 ILCS 5/13-506.1(a). Moreover, under part (b) of this section, the Commission may 

authorize the implementation of an alternative regulatory plan “only if it finds, after notice and 

hearing, that the plan or modified plan at a minimum: 

(1) is in the public interest; 
(2) will produce fair, just, and reasonable rates for telecommunications services; 
(3) responds to changes in technology and the structure of the telecommunications industry 

that are, in fact, occurring; 
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(4) constitutes a more appropriate form of regulation based on the Commission’s overall 
consideration of the policy goals set forth in Section 13-103 and this Section; 

(5) specifically identifies how ratepayers will benefit from any efficiency gains, cost savings 
arising out of the regulatory change, and improvements in productivity due to 
technological change; 

(6) will maintain the quality and availability of telecommunications services; and 
(7) will not unduly or unreasonably prejudice or disadvantage any particular customer class, 

including telecommunications carriers. 
Id. 

Any changes made by the Commission to the existing price cap plan in effect constitute 

the establishment of a new alternative regulatory plan. This distinction is critical in terms of 

complying with Section 13-506.1(c) of the Act. That provision requires that, for the first 3 years 

the plan is in effect, basic residence service rates must be set no higher than those rates in effect 

180 days before the filing of the plan.6 Because Section 13-506.1(b)(2) requires the rates set 

under any alternative regulatory plan -- existing or new -- to be fair, just and reasonable, a 

critical component of the Commission’s review of the AI price cap plan, and the possible 

modification of that plan, is the determination of whether the Company’s noncompetitive service 

rates should be adjusted in order to establish rates that are fair, just and reasonable on a going- 

forward basis. 

At pages 179 through 183 ofthe 1994 Order, the Commission listed the statutory 

requirements for the adoption of alternative regulation, as set forth in Section 13-506.1 of the 

Act, and provided an analysis of each point as support for the adoption of the AI price cap plan 

In this proceeding, each component and provision of the price cap plan must be evaluated to 

determine whether it has met these applicable goals and requirements. If the evidence shows that 

certain aspects ofthe plan have contributed to a failure to meet the statutory goals outlined in the 

Price Cap Order and Section 13-506.1 of the Act, then the Commission must determine whether 

6 For purposes of this Section, “‘basic residence service rates” shall mean monthly recurring charges for the 
telecommunications carrier’s lowest priced primary residence network access lines, along with any associated 
untimed or flat rate local usage charges. 
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changes can be made to those provisions to remedy the failure. If adjustments to a flawed plan 

are not made, then a return to rate of return regulation should be ordered. 

In this proceeding, CUB and the other CC1 parties propose specific changes to the 

existing price cap plan, as discussed in Part III below, that must be made if the statutory goals 

outlined in Section 13-506.1 are to be satisfied. A critical component of these modifications is 

the requirement that rates be reinitialized so that rates on a going forward basis are just and 

reasonable. Unless these changes are made to the existing price cap plan, the Commission 

should order a return to rate of return regulation for the Company. 

B. Commission Goals for the Plan 

When it first approved alternative regulation for Al in 1994, the Commission noted that it 

believed competition was likely to increase in the future, that “the regulatory policies of this 

State should be directed toward a successtbl transition to a more competitive environment”, and 

that a change in the form of regulation applicable to AI was appropriate in order to achieve that 

goal. Price Cap Order at 19. The Commission further concluded: 

A properly designed alternative regulation plan affords the opportunity not only for the 
Company to transition itself to a more competitive environment, but allows this 
Commission to implement safeguards and allocate risk in a fashion that protects the 
interests of all interested parties. 

Id. Although the Commission presumably embarked on AI’s alternative regulation plan 

confident that AI’s noncompetitive ratepayers ’ “interests” would be protected, the facts as laid 

out in detail in this docket tell another story. 

Company data, including AI’s 1999 income statement, along with AI’s responses to 

scores of data requests, reveal that the Company earned a staggering 43.08% return on equity for 
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intrastate operations under the price cap plan. GCI/City Ex. 6.2 (Smith Direct) at 3. While the 

Company has reaped the financial rewards of a regulatory structure that permits unlimited 

profits, ratepayers have seen AI’s service quality in critical categories deteriorate dramatically 

since the inception of alternative regulation. 

The Commission specifically recognized that one of the theoretical risks of price 

regulation is that the Company may, while seeking to maximize its income, reduce expenditures 

in certain areas such that service quality is adversely affected. Price Cap Order at 58. In 

implementing only a 25% service quality penalty per missed service quality benchmark in 1994, 

however, the Commission wrongly assumed that this amount would provide suMicient incentive 

to maintain service quality and avoid the payment of what was then a $4 million penalty.7 

For example, since the inception of the AI price cap plan, the Company has failed to meet 

the benchmark that measures AI’s ability to restore service to customers within 24 hours of a 

reported outage in all years except one. Perhaps the most important means of measuring service 

quality to customers who have no other choice for local telephone service, AI’s performance for 

OOS>24 hours has declined significantly, with the rate of failure in correcting 00s situations 

within 24 hours averaging about 14.1 percent between 1995 and 1998 - over twice the average 

rate of failure in 1990 through 1994. GCYCity Ex. 1.0 (TerKeurst Direct) at 10. In addition, the 

number of out of service lines almost doubled between late 1999 and mid-2000. u at 11. 

AI’S performance in other service quality categories tells a similar story. Since early 

1999, the average number of days needed to install a new access line has more than doubled for 

residential customers. u Between 1999 and 2000, repair complaints increased by 71 percent, 

installation complaints increased by 190 percent, and construction and engineering complaints 

’ Because of AI’s reclassification of many of its noncompetitive services to competitive, thereby reducing the 
noncompetitive service revenue stream to which a penalty is applied, the .25% penalty per missed service quality 
benchmark now generates only a $2.6 million penalty. GCVCity Ex. 1.0 ~e&eurst Dir&) at 70. 
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increased by 119 percent. Id. A more specific discussion of Al’s service quality failings is 

provided in Part II.D.8 of this Brief below. 

Other regulatory goals for the price cap plan enunciated in the 1994 Price Cap Order have 

also been obscured or thwarted. For example, the Commission noted that if GDPPI projections 

proved accurate, the adopted price regulation formula would yield an annual decrease in AI’S 

noncompetitive rates, Price Cap Order at 41. In addition, the Commission expanded the 

statutorily mandated basic residential service rate cap to include Bands B and C usage, in 

addition to the basic service cap for residential access and Band A usage, and extended the cap 

for “the full five-year period ofthe alternative regulation plan”, and concluded that “the 

customers whose demands are the most inelastic will be protected from the exercise of monopoly 

power during the pendency of this plan.” Price Cap Order at 64. The Commission even went so 

far as to state that the plan would protect universal service “for every citizen of Illinois”, and that 

extension of the residential rate cap would “guarantee that adoption of price regulation cannot 

harm the residential ratepayer.” rd. at 65. 

However, the Commission’s goal of awarding annual rate reductions for basic service to 

AI’s noncompetitive service customers during the life of the price cap plan has proved elusive. 

While the price cap formula resulted in annual revenue reductions for assorted noncompetitive 

services, residential, basic service customers have not been spared rate increases. For example, 

AI’s residential Band C usage service, which at the beginning of the plan was classified as 

noncompetitive and subject to the residential rate cap, has steadily increased from 4 to 5 to 7 to 

10 cents per minute. GCI Ex. 1.0 (TerKeurst) at 29. In addition, Al has crafted calling plans it 

promotes as “discount” plans that increase the average price for non-competitive services paid 



by plan users. For example, AI bundles existing services to create the “SimpliFive”’ and 

“CallPack”g plans, and takes the position that these represent “new” services, which thereby 

grant the Company the flexibility to include the bundled offering in a basket other than the 

residential basket in which these existing services reside on an unbundled basis. 

In addition, the existing price cap mechanism coupled with the PUA provisions that allow 

incumbent local exchange carriers (“LECs”) to classify services as competitive on one day’s 

notice have permitted AI to increase rates for services that do not yet have competitive 

alternatives. Since early 1997, AI has conducted a massive competitive reclassification of 

business services and some residential services in designated exchanges, some of which are 

being challenged before the Commission in Docket No. 98-0860. Many of these service 

offerings have experienced corresponding rate increases.” For example, the Company’s 

competitive reclassification tariff for business access and usage services currently under 

investigation in ICC Docket 98-0860 alone has raised Ameritech Illinois’ revenues by almost 

$74 million per year. GCI Ex. 1.0. Also under investigation by the Commission is AI’s 

reclassification of residence access and Bands A and B usage service for the exchanges of Alton, 

Belleville, Champaign Urbana, Collinsville, Danville, Decatur, East Moline, East St. Louis, 

Edgemont, Edwardsvile, Granite City, Moline, O’Fallon, Peoria, Quincy, Rock Island, Rockford, 

Springfield and Wood River. See City of Chicago Ex. 1.2. The threat to AI’s customers of 

improperly classifying services as competitive is a real one: under the Act, increases in the price 

* The SimpliFive plan, which provides 5 cents-per-minute calling for Bands A, B, and C calling, raises 
noncompetitive residential Band A and Band B usage rates. 
’ The CallPack plan, which pmvides 10 cents-per-call rates for Bands A, B, and C calling, raises noncompetitive 
residential Band A usage rates. 
” While AI has not yet increased rates for many of the reclassified residential services to date, the reprieve appears 
to have occurred only because AI’s billing systems are not currently capable of charging different rates for 
residential services on an exchange-by-exchange basis. GCI Ex. 1.0 (TerKeurti Direct) at 28. Al is currently 
modifying its billing systems to allow exchange-specific pricing, a move that suggests rate increases for these 
residential services should be expected. a at 28-29. 
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of a service classified as competitive are permitted upon the mere filing of the proposed rate 

change. 220 ILCS 5/13405(a) 

Many services reclassified by AI as competitive during the life of the plan and challenged 

in a regulatory proceeding have failed to withstand the test. As noted in the Staff report attached 

as Exhibit 1.2 to City of Chicago witness Dr. Lee Selwyn’s testimony, AI’s business service 

reclassification ofBands B and C usage, credit card calls, operator assistance services and 

subsequent rate increases were examined inDocket No. 95-0135/0179. In its Order in that 

Docket, the Commission concluded that all of the services at issue were more appropriately 

labeled noncompetitive, and stated: 

Competitive classification under Section 13-502 requires a convincing 
demonstration that competition will in fact serve effectively as a market- 
regulator of the quality, variety and price of telecommunications services. 
Ameritech Illinois’ ability to increase its prices notwithstanding the 
presence of other providers is a strong indication that those rates are not just 
and reasonable, and that the competitive classification here fails to satisfy 
this statutory policy. The evidence indicates rater that the declaration of 
competition in this case is being used as a device to raise rates to customers 
which demonstrably have not found the alternative offerings by other 
carriers to be the functional equivalents or reasonably available substitutes 
for Ameritech Illinois’ service. 

Docket No. 95-0135/0179, Order at 29. The Illinois Appellate Court upheld the Commission’s 

decision. Illinois 282 IlApp. 3d 672, 669 N.E.2d 

628 (3d Dist. 1996). Other Commission orders rejecting AI’s reclassification of noncompetitive 

services include Docket No. 96-0069 and Docket Nos. 9%0770/0771 

AI’s reclassification of so many noncompetitive services as competitive, along with the 

Company’s corresponding increases in rates for many of these services, belie the regulatory 

assumption that competition will bring tangible benefits to consumers. In addition, the 

Company’s subsequent increases to the prices of services the Company claims face competitive 



threats, make the appropriateness of the reclassifications suspect. Indeed, AI’s actions under the 

price cap plan point to a pattern of premature reclassification, coupled with the flexing of market 

power vis-a-vis corresponding rate increases. 

Not only have noncompetitive service rates increased since the inception of the price cap 

plan, state residential subscribership levels have declined significantly over the same time period. 

In 1995, when the Al price cap plan had just begun, the Illinois penetration rate was just three- 

tenths of one percent away from the nationwide average. That gap widened considerably over 

the life of the plan. In 1999, Illinois lagged a staggering 2.4% behind the nationwide average 

percent penetration level. Specifically, the Illinois penetration rate declined from 93.6% in 1995 

to 91.8% in 1999.” GCUCity Ex. 8.0 (Dunkel Direct) at 7. A December, 2000 Federal 

Communications Commission (“FCC”) Telephone Subscribership Report identifies Illinois as 

the & state in the entire nation that has experienced a “significant decrease” in penetration 

rates. GCI/City Ex. 9.0 (Dunkel Rebuttal) at 1. 

While the AI price cap plan was geared to transition both ratepayers and the Company to 

a competitive marketplace, nearly six years after the plan’s start, competition for local service 

residential customers is negligible. As of September, 2000, a mere .56% of lines were resold and 

a mere 2.77% of lines were provided on a UNE loop basis. GCI Ex. 1.0 (TerKeurst) at 21. See 

also City of Chicago Ex. 1.0 at 22-30. 

Not surprisingly, in a regulatory arena that permits unchecked profit levels and negligible 

competition, AI’s annual returns have soared. A revenue requirements analysis for the selected 1999 

test year reveals that AI earned an astounding 43.08% return on equity for intrastate operations. 

GCI/City Ex. 6.2 (Smith Direct) at 3. While the 1994 plan included no set cap on profit levels, the 

” Because Amentech serves 85% of the access lines in service in Illinois, the penetration rate obtained from the 
random sample in Illinois would be predominantly reflective of the penetration rate experienced in AI’s service 
territory. GCUCity Ex. 8.0 at 7, footnote 2. 
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Commission noted that “unusually high reported rates of return.. .may constitute a possible early 

warning that the total offset in the price regulation formula has been set too low or that the pricing 

constraints have been otherwise ineffective.” Price Cap Order at 92 

Indeed, the results are in, and the conclusion is clear: virtually none of the goals of the 

AI price cap experiment have been achieved. The benefits of the AI price cap plan have flowed 

one way and one way only - into the pocketbooks of Ameritech shareholders 

C. Issues Specified in the 1994 Order 

1. Whether the inflation index and the manner in which it is applied provide 
an adequate reflection of economy-wide inflation. 

Currently, a fixed-weight Gross Domestic Product Price Index (“GDPPI”) is incorporated 

in the price cap formula. A consensus exists among the witnesses in this docket that a chain- 

weighted GDPPI, published by the U.S. Department of Commerce’s Bureau of Economic 

Analysis, is the appropriate measure of economy-wide output price inflation for purposes of a 

price cap plan. Use of the chain-weighted GDPPI, which provides for changes in the product 

mix and bases weights for the current year’s index on the prior year, would replace the existing 

fixed weight GDPPI, which inappropriately assumes that the basket of goods and services upon 

which the index is based remains frozen over time. GCI Ex. 3.0 at 12-13.” Should the 

Commission approve a new price cap plan for the Company, it should incorporate the chain- 

weighted GDPPI in the price cap index. 

2. An assessment of productivity gains for the economy as a whole, for the 
telecommunications industry to the extent data are available, and for 
Illinois Bell during the period that the alternative regulatory framework 

I2 The Bureau of Economic Affairs , the government agency responsible for publishing both these price indices, now 
recommends use of chain-weighted price indices as a more meaningful measure of economy-wide output price 
inflation. GCI Ex. 3.0 at 13. 
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has been in place, and whether the adopted general adjustment factor 
should be modified. 

An assessment of the productivity input or X factor and how it should be adjusted on a 

going-forward basis can be found in Part IILA. 1 below. 

3. Whether the adopted monitoring and reporting requirement should he 
retained or adjusted. 

At pages 91 through 95 of the Price Cap Order, the Commission required AI to submit 

annual rate filings and adopted detailed annual reporting requirements for each of these annual 

filings, in order to monitor the plan to ensure that it is applied properly and that the intended 

benefits are realized. In doing so, the Commission specifically rejected AI’s recommendation 

that reporting of financial information, including the provision of all of the accounting data used 

to calculate earnings information, would be no longer needed under alternative regulation. The 

Commission noted, in relevant part, that “unusually high reported rates of return, particularly in 

the fact of accelerated depreciation charges, may constitute an early warnings that the total offset 

in the price regulation formula has been set too low or that the pricing constraints have been 

otherwise ineffective.” Price Cap Order at 92. 

The same concerns exist today, and nearly seven years of experience has demonstrated 

how critical it is that the Commission receive such information in order to determine if each 

component of the price cap formula and the plan as a whole is working. 

CUB urges the Commission to retain all of the reporting requirements included in the 

first Price Cap Order, with the modifications Ms. TerKeurst proposes at pates 88-93 in GCUCity 

Ex. 2.0 for reports on AI’s service quality (discussed below in Part IV of this Brief), and with 

the infrastructure reports modified to contain the full amount of information required by the 

SBC/Ameritech Merger Order. 
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In addition, the requirement that the plan be reviewed within five years should also be 

retained, with the Company filing an application for review as was the case in the instant docket. 

4. The extent to which Illinois Bell has modernized its network, and 
additional modernization plans for the near term. 

As discussed in Part D below, the network infrastructure investment requirements that 

were adopted as part ofthe price cap plan in 1994 have not been effective in achieving the goals 

of high quality telecommunications service available to all customers. Ms. TerKeurst points out 

that despite AI’s claimed $3.7 billion investment level over the life of the plan, the Company 

apparently has not invested sufficient amounts in the basis local network to ensure timely 

availability of network access lines, particularly in areas with high growth rates, such as new 

housing developments. GCI Ex. 1 .O at 73. Inadequate investment in network access facilities 

has been one of the reasons for AI’s extensive delays in installation of POTS. Id. GCI Exhibits 

11.4, Il. 5, 1 I. 6 and Il. 7 detail AI’s low ranking as compared to other Bell Operating 

Companies (“BOCs”) with respect to total plant in service per access line and total plant in 

service additions per access line. 

Moreover, as noted by Dr. Selwyn, the $3.7 billion in investment reported by AI was not 

“new” investment, but was largely f%mded by ongoing depreciation charges and thus represents 

replacements of existing, “worn out” equipment rather than an infusion of new capital. City of 

Chicago Ex. 1.0 at 38. Over the first five years of the plan, AI took a total of $3.4 billion in 

depreciation accruals at the state level. Offsetting these charges against the $3.7 billion 

“investment” that Mr. Gebhardt claims leaves an actual net investment of only $300 million. Id. 

With respect to the provision of new services, AI has chosen to suspend its “Project 

Pronto” deployment of DSL service. Tr. 1989. 
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5. A listing of all services in each basket and a report of the cumulative 
percentage changes in prices for each service during the period the price 
cap mechanism has been in effect. 

AI witness David Gebhardt discusses this issue at pages 13-14 of his Exhibit 1.0. In 

addition, he includes a Schedule that reports the cumulative percentage changes for all services 

in the plan over the first five years of the plan. This exhibit demonstrates that the prices for the 

most inelastic residential services-namely network access and Band A local calling -were 

reduced either not at all or modestly. Not surprisingly, given the Company’s “rate rebalancing” 

proposal, AI never decreased residential network access lines during the life of the plan. Yet, 

GCIKity witness Dunkel provided evidence that the residential network access line could be 

reduced by $1.30 per line and, along with the End User Common Line Charge (“EUCL”), still 

contribute more than 100% ofthe loop and port facility cost. GCL’City Ex. 8.0 at 4. Moreover, 

the cumulative reduction to Band A usage rates was modest - only 3.85%. High usage 

customers benefited from more significant reductions, especially in the volume discount 

categories. AI Ex. 1.0 Schedule 1. 

Conspicuously absent Tom this exhibit is information about price increases sustained by 

customers of the SimpliFive and CallPack calling plans. As discussed further below, AI has 

crafted calling plans it promotes as “discount” packages that increase the average price for non- 

competitive services paid by plan users. For example, AI bundles existing services to create the 

“SimpliFive”‘3 and “CallPack”’ plans, and takes the position that these represent “new” 

services, which thereby grant the Company the flexibility to include the bundled offering in a 

I3 The Simpliive plan, which provides 5 cents-per-minute calling for Bands A, B, and C calling, raises 
noncompetitive residential Band A and Band B usage rates. 
I4 The CallPack plan, which provides 10 cents-per-call rates for Bands A, B, and C calling raises noncomp&ive 
residential Band A usage rates. 
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basket other than the residential basket in which these existing services reside on an unbundled 

basis. 

Implementation of the rate design proposals put forth by GWCity witness Dunkel, in 

concert with the recommended $956 million rate reduction recommended by GWCity witness 

Ralph Smith, would go along way toward correcting these inequities. 

6. A listing of any services that have been withdrawn during the period. 

AI witness Gebhardt provided a list of services withdrawn by the Company during the 

life of the plan. AI Ex. 1 .O, Schedule 2. To CUB’s knowledge, no issues have been raised in this 

proceeding regarding the elimination of any of these services. 

7. A listing of all services that have been reclassified as competitive or 
noncompetitive during the period. 

Mr. Gebhardt’s Ex. 1.0, Schedule 3 lists all services reclassified by the Company during 

the first five years of the plan. As discussed in above in Part B, since early 1997, AI has 

conducted a massive competitive reclassification of business services and residential service in 

19 designated exchanges, some ofwhich are being challenged before the Commission in Docket 

No. 98-0860. Many of these service offerings have experienced corresponding rate increases. 

Particularly relevant to residential customers has been AI’s pricing behavior with respect to Band 

C usage. Following the competitive reclassification of residential Band C usage in 1996, AI’s 

Band C usage rate has steadily increased from 4 to 5 to 7 to 10 cents per minute when purchased 

on a stand-alone basis. GCI Ex. 1.0 at 29. As noted by GCI witness TerKeurst, the 

reclassification and unchecked rate increases have been a major contributor to AI’s high earnings 

levels, as indicated by AI’s own representation of the earnings levels for its services classified as 
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competitive. GCI Ex. 1.3 shows that the Company reports an average annual return on 

investment of 34.76 percent between 1995 and 1999. GCI Ex. 1.3. 

Ms. TerKeurst also testified that following the competitive reclassification of Business 

Bands B and C usage and operator services, AI raised the rates for those services by amounts 

ranging from 23 percent to 164 percent. GCI Ex. 1.0 at 27-28. The Commission ultimately 

rejected that classification and ordered refunds. Id, AI also raised the rates for its operator 

services, including busy line verify and busy line interrupt, bas as much as 500 percent following 

their reclassification. Id. at 28. AI subsequently agreed to withdraw its competitive 

reclassification of the two busy line services and refund their rate increases, and the Commission 

rejected the reclassification of some of the remaining services and ordered customer refunds. rd. 

In light of the Company’s pricing behavior following reclassification of some 

noncompetitive services, the Commission should reduce AI’s incentives and ability to increase 

its earnings through premature reclassifications followed by rate increases. GCI’s specific 

proposals to address this problem are discussed in Part IILB and D below. 

8. A summary of new services that have been introduced during the period. 

AI witness Gebhardt provided a list of new services introduced during the first five years 

of the plan. IBT provided a listing of new services offered in each year from 1995 to 1999. Am. 

Ill. Ex. 1 .O, Sch. 4. No specific information describing the mnction of the services or the 

customer category to which they belong is provided. 

Some of the “new services”, such as “usage discount plans” merely constitute a repacking 

of services that exist on a stand-alone basis, as discussed by Ms. TerKeurst. GCI Ex. 1.0 at 30. 

She recommends that a bundle of services that are already available to customers on a stand- 
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alone basis be labeled as a restructured service, and retained within the price cap plan. GCI Ex 

11 .O at 6 1. Mr. Gebhardt argues that innovation in the telecommunications industry “occurs in 

the areas of pricing, packaging, and call plans, not new services per AI Ex. 1. I at 5 1. He 

adds that none of the service providers today actually design or manufacture switching 

equipment. Id. Accordingly, it is clear that the existence of alternative regulation does little if 

anything to promote “innovation” and “new services” in the traditional sense of these terms. 

9. Information regarding any changes in universal service levels in Illinois 
Bell’s service territory during the price cap period. 

Universal service levels achieved during the life of the plan have declined as compared to 

the levels that existed prior to the plan. AI Ex. 1.1 at 62. Mr. Gebhardt acknowledged “Illinois’ 

standing in comparison to the rest of the nation appears to be low, whether one looks at current 

or historic data.” Id. at 64. 

As discussed later in this Brief, GCKity witness William Dunkel reported that state 

residential subscribership levels have declined significantly over the 1995-1999 time period. He 

noted that the Illinois penetration rate declined from 93.6% in 1995 to 91.8% in 1999.t5 

GCIKity Ex. 8.0 (Dunkel Direct) at 7. A December, 2000 FCC Telephone Subscribership 

Report identities Illinois as the QI-& state in the entire nation that has experienced a “significant 

decrease” in penetration rates. GCIKity Ex. 9.0 (Dunkel Rebuttal) at 1. 
Clearly, it cannot be argued that the AI price cap plan has served universal service goals. 

As discussed further below, significant reductions in AI’s rates are needed to establish rates that 

are fair, just and reasonable 

10. Whether, and the extent to which, the adopted regulatory framework has 
met each of the established statutory and regulatory goals. 

I5 Because Am&tech serves 85% of the access lines in service in Illinois, the penetration rate obtained from the 
random sample in Illinois would be predominantly reflective of the peneimtion rate experienced in AI’s service 
territory. @X/City Ex. 8.0 at 7, footnote 2. 
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A discussion of whether, and the extent to which, the adopted regulatory framework has 

met each of the established statutory and regulatory goals is discussed immediately below in Part 

ILD. 

D. Meeting the Statutory Criteria 

As noted above, the Commission’s review ofthe AI price cap plan necessitates the same 

statutory analysis as the initial price cap proceeding. As noted at page 95 of the Price Cap Order, 

the Commission must determine “whether, and the extent to which, the adopted regulatory 

framework has met each of the established statutory and regulatory goals.” Only then can the 

Commission determine whether the plan should be continued. Such an analysis for each ofthe 

statutory requirements of Section 13-506.1(a) and (b) follows. 

1. Has the plan reduced regulatory delay and costs over time? (Section l3- 
506.1(a)) 

In addition to the public policy goals declared in Section 13-103, the Commission must 

consider, in determining whether the AI price cap achieved its goals, whether it has: “reduced 

regulatory delay and costs over time.” 220 ILCS 5/13-506.1(a)(l). As noted by City of Chicago 

witness Dr. Lee Selwyn, the adoption of price cap regulation for AI has not resulted in such a 

reduction. First, the initial alt. reg. proceeding itself took some 22 months to complete. In 

addition, each year, a three-month proceeding occurs through which noncompetitive service rates 

are set. When considered cumulatively, these proceedings significantly surpass the amount of 

time spent on three, 1 l- month rate cases, 

In addition, at least two major proceedings that occurred because AI was under price cap 

regulation may well have been avoided had the Company remained under rate of return 
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regulation. The first is the SBC Communications InclAmeritech Corporation merger 

proceeding. AI’s plentiml earnings under price cap regulation surely play a role in SBC’s 

invitation to merge. City of Chicago Ex. 1.0 (Selwyn Direct) at 32-33. The second such 

proceeding is the challenge to the premature reclassification on noncompetitive services to the 

competitive category. Id. at 33. As Dr. Selwyn notes, while the reclassification of service from 

noncompetitive to competitive is not restricted to those carriers operating under an alternative 

form of regulation, it appears that the improper reclassification of such services has only been an 

issue while AI has been under a price cap plan, In sum, the AI price cap plan has nor reduced 

regulatory delay and costs over time. 

2. Has the plan encouraged innovation in telecommunications services? (13- 
506.1(a)(l)) 

The Commission must consider, in determining how well the AI price cap plan 

functioned, whether it has: “encouraged innovation in telecommunications services.” 220 DLCS 

5/13-506.1(a)(2). Here the record evidence suggest that no more innovation occurred than would 

have otherwise under rate of return regulation, No evidence was presented by the Company that 

the price cap plan worked to “encourage innovation in services.” As pointed out by Dr. Selwyn, 

basic telephone service in Illinois today is hardly different than that which existed in 1994. 

Whatever “enhancements” or “innovations” in services that have taken place can be traced 

primarily to equipment vendors rather than to specific AI initiatives. City of Chicago Ex. 1.0 at 

34. Moreover, despite the fact that the costs of individual telephone calls are virtually distance- 

insensitive, and the costs of network usage have declined dramatically over the past decade, AI 

continues to make unwarranted distinctions in name and price in local and toll calls. In addition, 

as noted above, AI has actually increased its rates for certain local and intralata calls. Id. Third, 
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although DSL technology has been around for a number of years, it is today available in only a 

limited number of exchanges, and with it those exchanges to only a limited number of 

subscribers. Id. at 35. 

Moreover, the network intiastructure investment requirements that were adopted as part 

of the price cap plan in 1994 have not been effective in achieving the goals of high quality 

telecommunications service available to all customers, For example, while AI reports that it 

spent about $3.7 billion on its network infrastructure (AI Ex. 1.1 at 14) AI apparently has not 

invested sufficient amounts in the basis local network to ensure timely availability of network 

access lines, particularly in areas with high growth rates, such as new housing developments. 

GCI Ex. 1.0 at 73. Inadequate investment in network access facilities has been one of the 

reasons for AI’s extensive delays in installation of POTS. Id. Moreover, GCI Exhibits 11.4, 

11.5, 11.6 and 11.7 detail AI’s low ranking as compared to other Bell Operating Companies 

(“BOCs”) with respect to total plant in service per access line and total plant in service additions 

per access line. In addition, Al has chosen to suspend its “Project Pronto” deployment of DSL 

service. Tr. 1989. 

In sum, significant declines in AI’s service quality and a failure by the Company to 

identify with any specificity how the plan has encouraged innovation in services is evidence that 

the AI price cap plan has not encouraged innovation in telecommunications services. 

3. Has the plan “promote(d) efficiency” within Ameritech Illinois? (Section 
13-506.1(a)(3)) 

AI witness David Gebhardt claims that since the inception of the plan, the Company has 

focused on customer-oriented marketing strategies and “streamlined its decision-making 

processes”, thereby promoting efftciency and making AI a ‘Lmore responsive organization.” Al 



Ex. 1.1 (Gebhardt Supplemental Direct) at 17-18. From the residential customer perspective, 

these so-called marketing achievements have amounted to little more than the mrious promotion 

of Caller ID and other vertical services - a much ballyhooed and lucrative goal promoted by 

SBC during the merger proceeding. Such promotional activities were a central tenet of the 

implementation of what AI and SBC characterized as the “best practices” that would result from 

the merger, and not a byproduct of alternative regulation. As for the claimed improvements in 

the Company’s management structure, residential customers clearly have not been the 

beneficiaries. As noted above and discussed in detail below, service quality, as measured by 

restoration of service outages, installation of access lines and adherence by service personnel to 

appointments for customer premises visits, has declined precipitously. Record evidence shows 

that the deteriorating service quality linked to AI, and indeed the entire Ameritech region, 

suggests that the Company has confused a failure to invest in POTS-related technology and the 

necessary technical workforce with increased “efftciency”. 

Moreover, AI is proposing that the productivity offset or X factor, which is supposed to 

reflect AI’s annual rate of productivity growth, should be decreased on a going-forward basis. 

This proposal belies the commonly known trend of large-scale price decreases in the prices of 

most telecommunications equipment and facilities?, resulting both from major technological 

breakthroughs as well as the increasing level of competition in the telecommunications 

equipment market itself. City of Chicago Ex. 1.0 at 37. 

In short, the Company has presented no evidence that the approved alternative regulation 

plan resulted in increased efftciency for AI. 

I6 Al witness Gebhardt acknowledges in his Supplemental Direct Testimony that “telecommunications carriers have 
been experiencing biglter productivity growth in their operations than in the eeonemy as a wltole.” AI Ex. 1.1 at 26. 

24 


